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PREFACE 


In  view  of  the  attention  which  the  problem - as  it  is 
called  — of  the  “weak”  and  the  “strong”  roads  is  receiving, 
it  is  desirable  that  the  real  importance  of  the  question  should 
be  carefully  considered. 

Data  is  here  presented  which  indicates  that  the  number 
and  importance  of  the  railroads  which  are  “weak”  because 
“less  favorably  situated”  and  those  which  are  “strong” 
because  “more  favorably  situated”  have  been  greatly 
exaggerated.  This  is  due  in  large  part  to  the  fact  that  a 
small  or  large  rate  of  return  on  existing  property  investment 
has  been  assumed  to  offer  conclusive  evidence  of  the  relative 
operating  advantage  which  one  company  enjoys  over 
another. 

The  discussion  in  this  pamphlet  attempts  to  show  that 
between  individual  companies  the  difference  in  rates  of 
return,  when  based  on  existing  property  accounts,  is  more 
likely  to  be  a reflection  of  financial  policies  in  regard  to 
property  investment  and  capitalization  than  of  operating 
conditions;  that  the  problem  of  the  “weak”  and  the 
“strong”  roads  does  not  require  the  adoption  of  the  drastic 
measures  proposed  for  the  purpose  of  equalizing  competitive 
conditions,  the  result  of  which  would  be,  in  many  instances, 
to  deprive  roads  that  may  have  become  efficient  through 
sound  and  progressive  management  of  earnings  obtained 
under  rates  which  are  lawful  and  approved  as  reasonable 
by  the  rate-making  authorities;  that  it  requires  only  the 
absorption  of  the  dependent  roads  — whose  business  is 
relatively  small  — by  the  railroads  with  which  they  are 
naturally  allied. 
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RECONSTRUCTION  OF  RAILROAD  CREDIT 


In  discussing  the  railroad  problem  from  the  standpoint  of 
credit,  some  facts  are  so  obvious  that  they  need  only  be 
stated.  It  may  be  safely  assumed,  for  instance,  that  a 
permanent  and  satisfactory  solution  of  the  problem  requires 
that  railroads  generally  be  placed  in  a position  to  meet  the 
transportation  needs  of  the  communities  which  they  serve: 
that  the  development  and  growth  of  the  country  will  necessi- 
tate the  raising  of  large  amounts  of  capital  to  be  expended 
for  new  tracks,  terminals,  and  equipment:  that,  railroad 
earnings  must  be  adequate  to  assure  the  maintenance  of 
satisfactory  credit  and  that  issues  of  new  securities  must 
have  a broad  and  ready  market.  It  may  be  assumed  also 
that  large  corporations  will  be  better  known  in  the  financial 
markets  where  large  amounts  of  capital  are  available, 
than  small  corporations  which  in  most  instances  will  be  but 
little  known  outside  the  localities  in  which  they  operate: 
that  the  larger  corporations  will  have  an  advantage  over  the 
smaller  corporations  in  raising  new  capital  even  though  each, 
in  its  financial  showing,  measures  up  to  the  same  standard  of 
credit. 

As  the  raihoad  problem  is  primarily  a problem  of  finance, 
its  solution  must  be  sought  along  lines  which  recognize  the 
need  for  corporations  of  sound  credit  and  for  corporations 
also  with  ability  to  raise  new  capital  both  readily  and 
economically. 

The  critical  condition  of  all  railroad  credit  for  a long  time 
before  the  Government  assumed  control  of  the  transporta- 
tion systems  of  the  country  is  too  well  known  to  require 
extended  comment.  It  is  well  understood  that  even  the 
credit  of  the  roads  which  were  favorably  located,  well 
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managed,  and  conservatively  capitalized,  had  become 
greatly  depreciated  primarily  because  the  margin  of  earnings 
required  to  protect  dividend  payments  had  become  so  small 
that  discontinuance  of  payments  at  former  rates  at  least 
seemed  possible,  if  not  probable,  in  many  instances. 

It  is  also  understood  that  the  credit  of  other  roads  was 
weak  and  uncertain  because  of  over-capitalization,  and  in 
some  cases,  even  though  capitalization  was  not  excessive,  the 
amount  of  stock  was  too  small  and  the  amount  of  bonds  and 
other  obligations  was  too  large.  Even  had  rates  been 
sufficient  to  provide  an  adequate  return  on  a fair  and  reason- 
able amount  of  capital,  the  disproportionate  amount  of 
stock  to  bonds  and  other  obligations  would  still  have  left 
these  railroads  without  sufficient  credit  to  obtain  capital  on 
satisfactory  and  economical  terms. 

The  credit  of  other  railroads  failed  because  of  the  unfavor- 
able character  of  the  territory  served  and  the  impossibility 
of  making  rates  with  a view  to  the  special  conditions  under 
which  they  operated. 

With  the  return  of  railroads  to  private  management 
similar  conditions  will  prevail  unless  corrected  by  remedial 
legislation.  All  of  these  situations  must  be  dealt  with  ade- 
quately and  comprehensively  if  the  railroads  generally  are 
to  have  sound  credit  and  are  to  be  made  self-sustaining. 

For  the  purpose  of  determining  the  relative  number  and 
importance  of  the  railroads  whose  credit  has  been  affected 
by  the  several  conditions  outlined  above,  the  railroads  of  the 
country  have  been  divided  into  three  groups 

The  first  contains  the  larger  railroads  which  for  many 
years  have  paid  regular  dividends.  In  this  group  are  in- 
cluded 32  systems  with  a total  gross  operating  income 
amounting  to  approximately  60  per  cent  of  the  gross  oper- 
ating income  of  all  the  railroads  in  the  United  States. 

The  second  group  contains  the  larger  non-dividend-paying 
roads.  In  this  group  are  all  of  the  railroads  with  a gross 
operating  income  of  upwards  of  $10,000,000  each,  few  of 
which  have  paid  any  dividends  in  recent  years.  It  includes 
24  systems  with  a total  gross  operating  income  amounting 


to  approximately  30  per  cent  of  the  aggregate  earnings  of 
the  railroads  in  the  United  States. 

The  third  group  contains  the  remaining  systems — the  small 
roads.  It  includes  approximately  100  Class  I roads  with 
earnings  of  less  than  $10,000,000,  and  it  also  includes  up- 
wards of  250  Class  II  roads  with  earnings  of  less  than 
$1,000,000  and  more  than  $100,000.  The  group  is  made  up 
of  more  than  350  individual  roads  but  the  aggregate  gross 
operating  income  is  only  10  per  cent  of  the  total  of  the 
country. 

As  the  dividend-paying  railroads  in  the  first  group  have 
demonstrated  their  ability  to  compete  with  each  other 
under  the  same  rates,  it  is  fair  to  assume  that  the  credit  of 
these  roads  would  be  restored  if  rates  were  adequate  to 
provide  a satisfactory  margin  over  dividends  and  if  investors 
had  confidence  that  rates  would  be  permanently  maintained 
on  such  a basis. 

A comparison  of  the  statistics  relating  to  the  operation  of 
the  dividend-paying  roads  in  the  first  group  with  the  non- 
dividend-paying roads  in  the  second,  covering  what  is  called 
the  “test  period”  — the  three  years  ended  June  30,  1917 
— clearly  indicates  that  the  average  traffic  conditions  are 
much  the  same  in  each  case.  The  business  is  made  up  of 
substantially  the  same  proportion  of  passenger  and  freight 
traffic.  There  is  a similarity  of  tonnage,  products  of  mines, 
forests,  agriculture,  manufactures,  and  other  commodities 
representing  about  the  same  proportionate  part  of  the  total. 
The  rate  per  ton  per  mile  and  the  rate  per  passenger  per  mile 
are  approximately  the  same.  With  maintenance  adjusted  to 
a uniform  basis  the  cost  of  operation  is  relatively  the  same. 
Inasmuch  as  a similar  volume  of  traffic  handled  at  the  same 
rates  produces  substantially  the  same  operating  income, 
it  may  be  assumed  that  the  plant  facilities  — track,  equip- 
ment, and  terminals  — required  to  handle  the  business  are 
likewise  much  alike  in  quantity  and  character.  In  view  of 
the  fact  that  the  cost  of  operation  is  not  materially  different 
in  the  two  cases  — if  the  capitalization  were  proportionate  to 
earnings  — the  return  on  capital  would  necessarily  be 
substantially  the  same.  It  may  be  said  further  that  the 
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relative  value  of  individual  properties  arrived  at  by  using 
the  market  value  of  securities,  under  normal  conditions, 
will  be  found  to  approximate  very  closely  the  results  ob- 
tained by  capitalizing  earnings. 

In  the  absence  of  definite  information  in  regard  to  the 
value  of  the  railroads  of  the  country,  a valuation  based 
on  earnings  or  market  value  of  securities,  where  traffic 
conditions  are  similar,  appears  to  offer  a better  gauge  of  the 
relative  value  of  individual  properties  than  the  property 
investment  accounts  of  these  companies  even  though  the 
aggregate  of  these  accounts  may  be  accepted  as  representing 
the  best  basis  of  value  for  the  railroads  considered  collec- 
tively for  rate-making  purposes. 

The  average  conditions  under  which  the  railroads  in 
these  two  groups  operate  are  substantially  alike;  from  a 
traffic  standpoint  neither  group  is  “more  favorably  situated” 
or  “less  favorably  situated.”  The  difference  is  largely  the 
amount  and  form  of  capitalization,  and  this  difference  is 
reflected  in  the  statistics  relating  especially  to  fixed  charges 
and  dividend  payments.  Using,  for  example,  figures  which 
cover  the  Western  and  Southern  districts  only,  the  railroads 
in  the  first  group  required  on  an  average  a sum  equivalent 
to  approximately  23  per  cent  of  gross  earnings  to  pay  fixed 
charges  and  to  maintain  dividends.  This  total  was  ap- 
portioned approximately  12  per  cent  for  fixed  charges  and 
11  per  cent  for  dividends.  The  railroads  in  the  second 
group,  on  the  other  hand,  while  paying  out  substantially  the 
same  proportionate  part  of  gross  earnings  for  fixed  charges 
and  dividends  — the  sum  being  equal  to  22  per  cent  — 
nevertheless,  required  21  per  cent  for  fixed  charges  leaving 
only  1 per  cent  for  dividends. 

For  the  purpose  of  illustration,  these  statements  have 
been  reduced  to  figures  in  a comparison  of  the  dividend- 
paying and  non-dividend-paying  roads  in  the  Western  and 
Southern  districts.  The  roads  in  the  Eastern  district 
are  not  included,  but  similar  comparisons  produce  similar 
results. 
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Per  Cent  Which  Roads  in  This  Comparison  Bear  to  Whole 
in  Southern  and  Western  Districts 


Per  cent 

Per  cent 

Mileage  Gross  Earnings 

Group  I 

58.8 

63.5 

Group  II  

. 29.5 

27 

Total  of  Groups  I and  II  ... 

. 88.3 

90.5 

Per  Cent  Gross  Operating 

Income  Distributed 

Group  I 

Group  II 

(16  roads) 

(16  roads) 

Operating  Expenses  & Taxes 

41.9 

44.5 

Maintenance  (Adjusted  to  uniform  basis) 

28.3 

28.3 

Net  Earnings 

29.8 

27.2 

Other  Income 

1.5* 

1.5 

Total  Net  Earnings 

31.3 

28.7 

Fixed  charges 

12 . 3 

20.8 

Dividends 

10 . 5 

1.1 

Total  Fixed  Charges  & Dividends 

22.8* 

21.9 

Surplus 

8.5 

6.8 

* Allowance  has  been  made  for  the  difference  in  receipts  from  outside  income 
by  reducing  the  amount  of  outside  income  of  the  Group  I roads  from  6.2  to  1.5 
to  compare  with  the  amount  received  by  the  Group  II  roads  and  deducting  a 
corresponding  amount  from  the  amount  of  charges  and  dividends  propor- 
tionally divided  between  the  two. 


Per  Cent  of  Gross  Revenue 


Passenger  Revenue  .... 

. 21.3 

20.9 

Freight  “ .... 

69.5 

69.3 

Miscellaneous  Revenue 

9.2 

9.8 

Passenger  Rate  per  Mile  . 

. $.02040 

$.02280 

Freight  “ “ “ . 

. $.00806 

$.00840 

Tons  per  Train 

503 

413 

Gross  Earnings  per  Mile  . 

. $11,309 

$ 9,591 

Classification 

of  Tonnage 

Products  of 

% 

C7 
/ 0 

Agriculture 

20 

17.1 

Animals  

4 

3.4 

Mines 

. 39.8 

39.4 

Forests 

14.5 

16 

Manufactures 

14.3 

17 

Miscellaneous  Commodities 

2.2 

2.5 

L.C.L.  Goods 

5.2 

4.6 

100.0  100.0 

Figures  for  operation  cover  test  period,  June  30,  1915  to  1917 
Figures  for  tonnage  cover  year  ended  June  30,  1916 

As  the  railroads  in  the  two  groups  operating  under  the 
same  rates,  with  a valuation  or  capitalization  based  on 
earnings,  would  earn  substantially  the  same  return  on  their 
investment  or  capitalization,  each  would  be  entitled  to  the 
same  credit,  if  the  capitalization  were  similarly  divided 
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between  stocks  and  obligations.  With  adequate  rates  and 
some  adjustment  of  capitalization  on  the  part  of  the  railroads 
in  the  second  group,  the  credit  of  the  railroads  representing 
approximately  90  per  cent  of  the  railroad  business  of 
the  country  would  be  placed  on  the  same  credit  basis 
and  on  such  a basis  that  the  securities  of  the  larger 
systems  would  command  the  confidence  of  and  be  attractive 
to  investors. 

To  establish  the  credit  of  upwards  of  350  small  roads  by 
any  method  of  rate  making  presents  a difficult  if  not  im- 
possible problem,  if  the  roads  are  to  continue  to  operate 
independently.  These  roads  for  the  most  part  are  at  a 
disadvantage  from  a traffic  standpoint  with  the  larger 
systems  and  may  be  termed  properly  “less  advantageously 
situated.”  They  occupy  a less  favorable  field  for  opera- 
tion and  yet  are  obliged  to  handle  their  business  on  a basis 
of  rates  made  more  largely  with  a view  to  the  conditions 
surrounding  the  more  favorably  situated  roads.  Attention 
has  frequently  been  called  to  the  fact  that  rates  cannot  be 
made  with  a view  to  the  specific  conditions  surrounding 
the  less  favorably  situated  railroads  which  represent  but  a 
small  part  of  the  transportation  systems  of  the  country 
without  providing  too  generous  a return  for  the  large  ma- 
jority of  roads  which  are  more  favorably  situated.  This 
has  frequently  been  referred  to  as  the  problem  of  the  “weak” 
and  “strong”  roads  and  the  different  methods  of  meeting 
this  difficulty  have  been  an  essential  feature  of  most  of  the 
plans  which  have  undertaken  to  deal  with  the  railroad 
problem.  It  may  be  said  further  that  even  if  rates  could 
be  made  which  would  enable  these  small  companies  to 
make  a satisfactory  financial  showing,  then  securities  would 
have  such  a narrow  market  that  financing  would  be  difficult 
and  expensive,  if  not  impossible  in  many  cases. 

The  proposal  made  in  some  of  the  plans  — and  this  has 
met  with  some  favor  — to  make  advances  to  weak  roads  from 
a fund  accumulated  from  the  surplus  earnings  of  the  more 
favorably  situated  systems,  is  in  itself  an  acknowledgment 
that  these  roads  are  not  expected  to  be  placed  in  a position 
to  maintain  themselves  in  independent  operation. 
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The  most  practical  plan  which  has  been  suggested  for 
taking  care  of  these  roads  in  such  a way  that  the  territory 
which  they  serve  will  be  assured  of  adequate  railroad 
facilities  is  by  merging  the  smaller  with  the  larger  systems 
with  which  they  have  natural  traffic  relations. 

Consolidation  with  the  strong  systems  may  also  provide 
the  surest  and  most  effective  way  of  meeting  the  problem 
of  the  roads  whose  credit  is  poor  because  of  the  form  of  their 
capitalization.  Consolidations  would  facilitate  the  re- 
organization and  adjustment  of  the  capitalization  of  these 
companies  and  put  them  in  a position  to  obtain  the  capital 
necessary  to  meet  the  requirements  of  the  territories  which 
they  serve.  It  may  be  assumed  that  these  mergers  would 
take  place  on  a basis  which  would  represent  fair  relative 
values  and  in  the  process  of  consolidation  capitalization 
would  be  so  adjusted  that  the  credit  of  the  strong  systems 
would  not  be  impaired. 

A brief  statement  covering  the  number  of  existing  rail- 
road systems  which  operate  independently  will  show  that 
a substantial  part  of  the  railroad  business  of  the  country  is 
already  concentrated  within  a relatively  few  systems  and  if 
the  existing  large  systems  were  used  as  a basis  for  such 
further  consolidations  as  might  be  desired,  the  result  would 
be  accomplished  without  seriously  disturbing  present  rela- 
tions. The  railroads  of  the  United  States  have  been  classi- 
fied by  the  Interstate  Commerce  Commission  as  Class  I 
and  Class  II  roads.  The  Class  I roads  include  all  the  rail- 
roads, 177  in  number,  whose  gross  operating  income  equals 
or  exceeds  $1,000,000  annually.  The  roads  represent 
approximately  97  per  cent  of  the  railroad  business  of  the 
country.  The  Class  II  roads  include  all  the  railroads 
whose  gross  operating  income  is  over  $100,000  but  less  than 
$1,000,000  and  while  larger  in  number,  they  represent  only 
3 per  cent  of  the  business.  Eighty-seven  of  the  177  Class  I 
roads  are  controlled  through  stock  ownership  by  45  systems. 
The  earnings  of  the  45  systems,  together  with  the  earnings 
of  the  controlled  roads,  amount  to  $3,210,256,842,  or  96 
per  cent  of  the  total  earnings  of  the  Class  I roads,  and  92.8 
per  cent  of  the  mileage. 
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The  problem  of  further  consolidation  would  thus  narrow 
down  to  the  means  of  absorbing  the  numerous  small  systems 
and  such  further  mergers  as  might  be  desirable  and  neces- 
sary among  the  45  systems. 

A careful  consideration  of  all  the  circumstances  which  are 
involved  in  meeting  the  large  financial  requirements  of  the 
railroads  leads  to  the  conclusion  that  railroad  credit  as  a 
whole  will  be  established  on  a safer  and  more  satisfactory 
basis,  and  capital  will  be  made  more  certainly  available  and 
at  less  cost,  by  consolidating  existing  railroad  companies  into 
a few  large  competing  systems  along  the  lines  proposed  by 
the  Cummins  Bill.  This  method  has  received  the  endorse- 
ment of  the  Transportation  Conference  representing  the 
United  States  Chamber  of  Commerce,  and  the  principle 
was  approved  by  the  Counsel  of  the  Association  of  Railway 
Executives  in  his  testimony  before  the  House  Committee 
on  Interstate  and  Foreign  Commerce. 

A policy  of  railroad  consolidation  along  these  lines  is  not 
a new  policy;  it  is  a policy  consistent  with  the  practices 
which  have  been  followed  in  developing  the  transportation 
systems  of  the  country  to  their  present  form.  All  the  large 
railroad  systems  represent  the  merging  of  many  railroads, 
some  strong  and  some  weak,  with  the  result  that  these 
systems  represent  average  conditions  and,  where  they  com- 
pete in  the  same  territory,  show  average  operating  results. 
The  consolidations  which  have  taken  place  in  the  past,  for 
the  most  part,  have  been  an  advantage  to  all  interests  con- 
cerned. By  this  means  railroad  service  has  been  extended 
and  improved,  and  financing  has  been  more  economical  than 
if  the  various  railroads  constituting  these  systems  had 
remained  in  independent  operation  and  each  had  been 
obliged  to  finance  its  own  requirements.  Whatever  differ- 
ence of  opinion  there  may  be  as  to  methods,  no  plan  will 
prove  a success  which  does  not  further  strengthen  the  credit 
of  the  strong  roads,  and  establish  credit  for  the  roads  hereto- 
fore weak  financially,  whether  the  weakness  is  the  outcome 
of  unfavorable  operating  conditions  or  a failure  to  observe 
sound  standards  of  capitalization.  On  no  other  basis  will 
the  railroads  individually  and  as  a whole  be  able  to  meet 
the  requirements  of  the  country  for  adequate  transportation. 
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